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A prepayment penalty is a fee that lenders can charge when you pay your 
loan off early. Some loans, such as 30-year mortgages or four-year auto 
loans, have an expected payoff date. If you pay off the debt before then 
and your loan has a prepayment penalty clause, you may have to pay an 


additional fee. 


Learn how prepayment penalties work so you can decide whether or not it 
makes sense to use a loan with a prepayment penalty. You'll understand 
why lenders use these fees, what the charges typically look like, and how 


you can avoid paying prepayment penalties. 


What Is a Prepayment Penalty? 


A prepayment penalty is a fee that lenders may charge when you pay off 
part or all of your loan balance before the loan’s scheduled maturity date. 
Loans like car notes and mortgages are often designed to last for a 
specific length of time (known as the “term”), with the loan balance 


they expected or incentivize you to stretch out your payments. 


Types of Loans With Prepayment Penalties 


Mortgages 


Some home loans feature prepayment penalties. However, there are no 
prepayment penalties on single-family FHA loans, and penalties on other 
loans are limited. For most home loans issued after January 10, 2014, 
lenders can only impose prepayment penalties during the first three years 
of your loan. The lender must offer an alternative that does not feature a 


prepayment penalty. [2] 


Note 


Even if your loan has a prepayment penalty, you might not have to 
pay, depending on the situation. For example, a “soft” prepayment 
policy allows you to get out with no penalty if you sell your home or 
decide to make bigger-than-required payments to pay down your 
debt faster—but you pay a penalty charge if you refinance into a 


Other Types of Loans 


Student loans should not have prepayment penalties. Those features 
were outlawed on private student loans in 2008, and federal student 


loans do not include penalties. |>! 


Business loans from the SBA may feature prepayment penalties, so 
it’s critical to review your loan agreement if there’s any chance that 


you ll pay off the loan early. 


Personal loans might have penalties, but many popular online lenders 


offer loans with no prepayment penalties. 


How Much Are Prepayment Penalties? 


Lenders can calculate your penalty amount in several different ways. The 
specifics depend on things like your loan agreement and the amount you 
pay, so it’s wise to familiarize yourself with the details of any loan you're 
considering. Be sure to compare offers from multiple lenders so you can 
choose the loan that works best for you. 


Percentage of Loan Balance 
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example, a loan might require that you pay three or six months’ worth of 


interest if you refinance early. 


Flat Fees 


Some lenders assess a flat fee for prepayment. For example, a bank might 
charge $500 for prepaying a home equity line of credit (HELOCs) within 
three years. As noted above, you could end up paying e/thera flat fee or a 
percentage of your loan balance, so it’s critical to read the fine print. 


Note 


A prepayment penalty might cost less than you think. If you can pay 
the lesser of a flat fee or a percentage of your loan balance, the flat 


fee might be relatively small, making prepayment more appealing. 


How to Avoid Prepayment Penalties 
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lump sum payment can result in penalty charges. 


Choose Penalty-Free Loans 


You can avoid prepayment penalties altogether if you select loans that 
have no prepayment penalties. If you’re in the market for a mortgage, an 
FHA loan may fit the bill. When it comes to personal loans, numerous 
options are available with no prepayment penalty attached. 


Wait It Out 


Penalties can change over time—they might decrease or disappear 
entirely after several years. For example, some home equity loans only 
charge penalties during the first two or three years. Research how your 
loan works to learn when any penalties drop off. Waiting for just a few 
months could save you a substantial amount of money. 
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